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Continued 5  Definition of Financial Commitment Transaction -The Proposed Rule defines the term "financial commitment transaction" to mean "any reverse repurchase agreement, short sale borrowing, or any firm or standby commitment agreement or similar agreement (such as an agreement under which a fund has obligated itself, conditionally or unconditionally, to make a loan to a company or to invest equity in a company, including by making a capital commitment to a private fund that can be drawn at the discretion of the fund's general partner)." 13 This definition
would not include a transaction under which a fund merely is required to deliver cash or assets as part of regularway settlement of a securities transaction (rather than a forward-settling transaction or transaction in which settlement is deferred). 14 Although not included in the definition of "financial commitment transaction" in the Proposed Rule, the SEC asks for comment on whether it should include a fund's obligation to return securities lending collateral as a financial commitment transaction or, alternatively, whether it should require funds to include the obligation to return securities lending collateral for purposes of the Proposed Rule's exposure limits. 15 The former approach would eliminate the current limit of one-third of total assets on securities loans, while the latter would increase a fund's exposure under the Proposed Rule and could require funds that engage in derivatives transactions, as well as securities lending, to adjust their operations to stay within the applicable exposure limit.
 Aggregate Exposure Limits -Under the Proposed Rule, a fund that engages in derivatives transactions would be subject to one of two alternative aggregate percentage limits on the value of the fund's net assets that are exposed to derivatives transactions, financial commitment transactions and other transactions involving a senior security entered into by the fund pursuant to Section 18 or, in the case of a BDC, Section 61 of the 1940 Act (e.g., indebtedness and, for closed-end funds and BDCs, senior securities that are stock) without regard to the exemption provided by the Proposed Rule. Funds would have to comply with either a 150% exposure-based limit or a 300% risk-based limit that must be approved by a fund's board, including a majority of the directors who are not interested persons of the fund within the meaning of the 1940 Act ("Independent Directors"), 16 and disclosed publicly. 17 The risk-based limit is designed for funds that mainly use derivatives transactions to reduce risk.
These exposure limits are discussed in detail beginning on page 9. According to the SEC, the Proposed Rule may cause certain funds to liquidate and/or deregister under the 1940 Act if it is adopted in its current form.
o Calculation of the "Exposure" Percentage -In calculating "exposure" under either limit, a fund would add (i) the aggregate notional amounts of the fund's derivatives transactions (subject to certain adjustments), 19 (ii) the aggregate obligations of the fund under its financial commitment transactions and (iii) the fund's aggregate indebtedness with respect to any other senior securities transactions.
Borrowings under a fund's credit facility that are senior securities for purposes of Section 18 would count towards a fund's exposure limits under the Proposed Rule and, thus, could limit a fund's ability to engage in derivatives transactions.
20
 Asset Coverage for Derivatives Transactions -A fund that enters into derivatives transactions in reliance on the Proposed Rule would be required to maintain an amount of "qualifying coverage assets" (as defined in the Proposed Rule) with a value equal to:
o a "mark-to-market coverage amount," which would be the amount that would be payable by the fund if the fund were to exit the derivatives transaction as of the time of determination; 21 and o an additional "risk-based coverage amount," which would be an amount in addition to the mark-to-market coverage amount that represents a reasonable estimate of the potential amount payable by the fund if the fund were to exit the derivatives transaction under stressed conditions, determined in accordance with policies and procedures (which must take into account, as relevant, the structure, terms and under the Securities Act of 1933 (the "1933 Act"). RICs, which are often dually registered under the 1933 Act and the 1940 Act, and public commodity pools, which are registered under the 1933 Act but are not subject to the investor protection provisions of the 1940 Act, can be sold to retail and institutional investors. The SEC also notes that the Staff has observed that certain of the funds that may not be able to comply with the 150% exposure limitation "often do not make significant investments in securities and the securities investments they do make generally do not meaningfully contribute to their returns." Id. at 105.
19
As further explained below, the Proposed Rule requires more complex calculations of the notional amount a fund is exposed to for the following derivatives transactions: (A) derivatives transactions that provide a return based on the leveraged performance of a reference asset, (B) derivatives transactions for which the reference asset is a managed account or entity formed or operated primarily for the purpose of investing in or trading derivatives transactions, or an index that reflects the performance of such managed account or entity, and (C) "complex derivatives transactions" as defined under the Proposed Rule. See Proposed Rule 18f-4(c)(7)(iii).
20
The Proposed Rule would include aggregate indebtedness (and, with respect to any closed-end fund or BDC, the involuntary liquidation preference of preferred stock) with respect to any senior securities transaction entered into by the fund pursuant to Section 18 or 61 as part of the fund's
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Continued 7 characteristics of the derivatives transaction and the underlying reference asset) approved by the fund's board, including a majority of the Independent Directors.
22
A minimum amount is not prescribed in the Proposed Rule, nor is the use of a specific methodology or model prescribed to calculate the amount. It is noteworthy that neither coverage amount requires asset segregation of the full notional amount of a derivative in contrast with current market practice and Staff guidance for certain instruments. The Proposed Rule is designed to provide a flexible framework and to eliminate distinctions between cash-settled derivatives, with respect to which funds generally segregate assets equal to the mark-tomarket exposure rather than the full notional amount, and physically-settled derivatives, with respect to which funds generally segregate the full notional amount.
23
 Limited Netting -A fund's ability to net derivatives transactions under the proposed asset coverage requirements differs from the netting calculation for the proposed exposure limits and does not appear to allow for netting or set off with financial commitment transactions or other senior securities transactions. In both contexts the ability to net is limited. Under the exposure limits, a fund's aggregate notional exposure would be reduced by a directly offsetting derivatives transaction on the same instrument with the same underlying reference asset, maturity and other materials terms. 24 The two transactions may be with different counterparties for this purpose. 25 For asset coverage, however, netting is only permitted pursuant to a netting agreement that allows the fund to net its payment obligations with respect to multiple derivatives transactions. 26 In that case, the mark-to-market coverage amount for those derivatives transactions may be calculated as the net amount that would be payable by the fund, if any, with respect to all derivatives transactions covered by the netting agreement.
27
 Asset Coverage for Financial Commitment Transactions -The Proposed Rule would require funds that engage in "financial commitment transactions" to maintain "qualifying coverage assets" with a value equal to at least the 22 Proposed Rule 18f-4(c)(9).
23
See Proposing Release at 310 ("In addition, the proposed asset segregation requirements may benefit investors by eliminating the existing practice by some funds (under existing [Staff] guidance) to segregate for certain derivatives transactions (e.g., derivatives that permit physical settlement), the notional amount. . . . The [Proposed Rule] would benefit investors by requiring funds to evaluate their obligations under a derivatives transaction-including by considering future potential payment obligations represented by the derivative's risk-based coverage amount-rather than segregating assets equal to either a derivative's notional value or a mark-to-market liability based solely on the type of derivative involved, as under the current approach.").
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Continued 8 amount of cash or other assets that the fund is conditionally or unconditionally obligated to pay or deliver under the financial commitment transaction (i.e., the "financial commitment obligation").
28
 Qualifying Coverage Assets -Qualifying coverage assets for purposes of covering a fund's obligation under the Proposed Rule differ depending on whether the obligation stems from a derivatives transaction or a financial commitment transaction. 
32
 Derivatives Risk Manager -The day-to-day implementation of a fund's derivatives risk management program (if required) would be handled by a derivatives risk manager whose designation is approved by the fund's board, including a majority of the Independent Directors. The Proposed Rule would require that the risk manager be an employee of the fund or its investment adviser who is sufficiently knowledgeable about the risks and use of derivatives to effectively fulfill the position's responsibilities. 33 The person may not be a portfolio manager of the fund.
28
Proposed Rule 18f-4(b)(1) and (c)(5). Where the fund is conditionally or unconditionally obligated to deliver a particular asset, the financial commitment obligation would be the value of the asset, determined at least once each business day. Proposed Rule 18f-4(c)(5).
29
See Merrill Lynch Letter.
30
Proposed Rule 18f-4(a)(4).
31
The Proposed Rule defines "complex derivatives transaction" to mean any derivatives transaction for which the amount payable by either party upon settlement date, maturity or exercise is (i) dependent on the value of the underlying reference asset at multiple points in time during the term of the transaction (i.e., a path dependent derivative), or (ii) a non-linear function of the value of the underlying reference asset, other than due to optionality arising from a single strike price. See Proposed Rule 18f-4(c)(1). See page 16 of this Memorandum for further information.
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 Role of the Board -Fund boards, including a majority of the Independent Directors, would be responsible for approving certain parameters pursuant to which the fund would operate under the Proposed Rule, including the applicable exposure limit, and, if applicable, boards would be responsible for approving and overseeing a fund's derivatives risk management program. As suggested by Commissioner Aguilar in his public statement regarding the Proposed Rule, the additional responsibilities that fund boards would take on under the Proposed Rule "will require more time, resources, and, of course, expertise."
34
Detailed Discussion of Proposed Rule
Portfolio Limitations for Derivatives Transactions
One of the most sweeping changes to the regulation of funds' use of derivatives would be the new aggregate exposure limits on a fund's derivatives transactions, financial commitment transactions and other senior securities transactions.
The Proposed Rule contains two alternative portfolio limitations -an exposure-based portfolio limit and a risk-based portfolio limit. A fund's board of directors, including a majority of the Independent Directors, would be required to approve the particular portfolio limitation under which the fund would operate pursuant to the Proposed Rule.
35
As further discussed below, measurement of compliance with the exposure limits under the Proposed Rule would occur at the time the fund entered into a "senior securities transaction." Senior securities transaction is defined in the Proposed Rule to mean "any derivatives transaction, financial commitment transaction, or any transaction involving a senior security entered into by the fund, pursuant to [Section 18 or 61 of the 1940 Act] without regard to the exemption provided by [the Proposed Rule] ." 36 The SEC states that a fund would not be required to terminate or otherwise unwind a senior securities transaction solely because the fund's exposure subsequently increased beyond the exposure limits included in either of the portfolio limitations. 37 The SEC notes that if a fund's exposure, as defined in the Proposed Rule, exceeded the applicable exposure limit, the fund would not be permitted to enter into additional derivatives transactions unless the fund would be in compliance with the applicable exposure limitation immediately after entering into such transaction. 38 As a result, a fund may need to limit its derivatives transactions or close out existing derivatives positions in order to retain flexibility to enter into risk mitigating derivatives. 
Proposed Rule 18f-4(a)(5)(i).
36
Proposed Rule 18f-4(c)(10).
37
Proposing Release at 150.
38
Id. at 150, 290-91.
39
Id. at 151. As an example involving the exposure-based portfolio limit, the SEC explains that if a fund's exposure was initially 140% but subsequently increased to 160% solely due to losses in the value of the fund's securities portfolio, the fund would not be required to unwind its
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Continued a. Exposure-Based Portfolio Limit
The portfolio limitation that would apply to funds that engage in derivatives transactions for reasons other than, or in addition to, limiting a portfolio's risk would be a pure exposure-based portfolio limit. Under this limit, immediately after entering into any senior securities transaction, the aggregate "exposure" of the fund to senior securities transactions, including derivatives transactions, financial commitment transactions and outstanding borrowings that are senior securities, cannot exceed 150% of the value of the fund's net assets. 40 The SEC states that the exposure limitation of 150%, as proposed, would allow funds to use derivatives transactions that could approximate the level of market exposure that would be possible through securities investments augmented by borrowings as permitted under Section 18. 41 The SEC states that it has proposed an exposure limitation at a level (i.e., 150% of the value of a fund's net assets)
that would "appropriately" constrain funds that use derivatives to obtain highly leveraged exposures. 42 Nonetheless, the SEC requests comment on whether the exposure limit should be higher or lower, for example 200% or 100%. 43 Comment is also requested on whether there are types of funds for which a higher or lower limit would be appropriate.
b. Risk-Based Portfolio Limit
As an alternative to the exposure-based portfolio limit, the Proposed Rule includes a risk-based portfolio limit that would permit a fund to enter into derivatives transactions if the fund complied with a risk-based limit. Under this limit, immediately after a fund entered into a senior securities transaction, the fund's full portfolio "value-at-risk" or "VaR" would have to be less than the fund's securities VaR and the aggregate exposure of the fund could not exceed 300% of the value of the fund's net assets. 45 In other words, a fund would be able to use the risk-based portfolio limit if its derivatives use reduced rather than magnified market risk. 46 As used in the Proposing Release, "market risk" refers to "the risk of financial loss resulting from movements in market prices, and includes both general market risk, which refers to the risk associated with movements in the markets as a whole, and specific market risk, which refers to the risk associated with senior securities transactions in order to bring its exposure below 150%. If the fund entered into any new senior securities transaction, however, then immediately after entering into such transaction, the fund would be required to be in compliance with the 150% exposure limit. Id. at 151 n.320.
40
Proposed Rule 18f-4(a) (1) 
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Continued o material risks arising from the nonlinear price characteristics of a fund's investments, including options and positions with embedded optionality; and o the sensitivity of the market value of the fund's investments to changes in volatility;  Use a 99% confidence level and a time horizon of not less than 10 and not more than 20 trading days; and  If using historical simulation, include at least three years of historical market data.
54
The SEC states that the "VaR test is designed to serve as a means of limiting a fund's ability to leverage its assets in a manner that would implicate the undue speculation concern in [Section 1(b) (7) The Proposed Rule defines "exposure" to mean the sum of the following amounts, as determined immediately after a fund enters into any senior securities transaction:
 the aggregate notional amounts of the fund's derivatives transactions, subject to certain netting provisions;
 the aggregate financial commitment obligations of the fund; and  the aggregate indebtedness (and with respect to any closed-end fund or BDC, involuntary liquidation preference) with respect to any senior securities transaction entered into by the fund pursuant to Section 18 or 61 of the 1940
Act without regard to the exemption provided by the Proposed Rule. Proposed Rule 18f-4(c)(11)(ii).
55
Proposing Release at 128.
56
Id. at 140-41.
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Continued 13 The SEC recognizes that the notional amount is not a risk measure, and that two funds can have the same aggregate notional exposures but very different risk characteristics. Nonetheless, it considers the use of notional amount measure to be a "more effective and administrable means of limiting potential leverage from derivatives" than other leverage measures that might not be usable for certain funds or strategies. 59 As a consequence, even the notional amount of a derivative used for hedging will be added to the aggregate limit.
d. Meaning of "Notional Amount" under the Proposed Rule
The Proposed Rule defines "notional amount," with respect to most derivatives transactions, to mean:
 The market value of an equivalent position in the underlying reference asset for the derivatives transaction (expressed as a positive amount for both long and short positions); 60 or  The principal amount on which payment obligations under the derivatives transaction are calculated.
61
The SEC states that the Proposed Rule's definition of notional amount generally would allow a fund to use the calculation methods in the following table to determine the notional amounts of the particular derivatives transactions (before applying any adjustments under the Proposed Rule) for purposes of calculating a fund's exposure under the Proposed Rule. For the three types of derivatives transactions described below, however, the Proposed Rule defines "notional amount" in a different manner.
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i. Leveraged Transactions
For any derivatives transaction that provides a return based on the leveraged performance of a reference asset, the notional amount must be multiplied by the leverage factor of the derivatives transaction. 63 The SEC provides the following example: "the [Proposed Rule] would require a total return swap that has a notional amount of $1 million and provides a return equal to three times the performance of an equity index to be treated as having a notional amount of $3 million."
64
The SEC notes that most of the funds that would be affected by this provision are ETFs operating pursuant to exemptive orders granted by the SEC that provide relief from certain provisions of the 1940 Act other than Section 18. 65 Although the Proposed Rule would apply to leveraged ETFs and inverse ETFs in this manner, the SEC asks for comment on whether it would be more appropriate to consider these ETFs' use of derivatives transactions in the exemptive application context, based on an ETF's particular facts and circumstances, rather than in the context of the Proposed Rule.
66
Alternatively, the SEC asks for comment as to whether a higher exposure limit would be appropriate for leveraged ETFs (or other funds) that seek to replicate the leveraged or inverse performance of an index.
67
ii.
Look-Through for Certain Derivatives Transactions
The notional amount of any derivatives transaction where the reference asset is: (a) a managed account or entity formed or operated primarily for the purpose of investing in or trading derivatives transactions, or (b) an index that reflects the performance of such a managed account or entity, must be determined by reference to the fund's pro rata share of the notional amounts of the account or entity's derivatives transactions, which in turn must be calculated in a manner consistent with the requirements of the Proposed Rule. 68 The SEC notes that this provision "would apply to transactions such as swaps on pooled investment vehicles that are formed or operated primarily for the purpose of investing in or trading derivatives transactions, which could include hedge funds, managed futures funds and leveraged ETFs, in order to prevent a fund from entering into a leveraged swap on the performance of shares or other interests issued by such 63 As an example of the interaction of the look-through notional amount calculation with the leverage factor notional amount calculation, the SEC explains that if a fund entered into a swap on the performance of a trading entity that in turn entered into a swap that provided a return based on the leveraged performance of an equity index, the notional amount of the equity index would need to be multiplied by the applicable leverage factor, consistent with the method set out in the Proposed Rule, for purposes of calculating the fund's pro rata share of the notional amounts of the trading entity's derivatives transactions in accordance with the Proposed Rule.
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iii. Complex Derivatives Transactions
For any "complex derivatives transaction," the Proposed Rule provides that the notional amount would be an amount equal to the aggregate notional amount of derivatives instruments, excluding other complex derivatives transactions, reasonably estimated to offset substantially all of the market risk of the complex derivatives transaction. 71 The Proposed
Rule defines "complex derivatives transaction" to mean any derivatives transaction for which the amount payable by either party upon settlement date, maturity or exercise:
 Is dependent on the value of the underlying reference asset at multiple points in time during the term of the transaction (i.e., a path dependent derivative); 72 or  Is a non-linear function of the value of the underlying reference asset, other than due to optionality arising from a single strike price.
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An example of a non-linear derivatives transaction that would be considered "complex" is a variance swap, which is "an instrument that allows investors to profit from the difference between the current implied volatility and future realized volatility of an asset, providing for a payoff that is a function of the difference between current implied variance and future realized variance of the asset."
76
The SEC states that it is unnecessary to treat standard put and call options as complex derivatives transactions. The method for determining the notional amount for these derivatives serves as an appropriate measure of a fund's exposure for purposes of the Proposed Rule, according to the SEC, "because it generally would result in a notional amount that reflects the market value of an equivalent position in the underlying reference asset for the derivatives transaction." 77
Asset Coverage Requirements for Derivatives Transactions
A fund that enters into derivatives transactions in reliance on the Proposed Rule would be required to maintain an amount of "qualifying coverage assets" designed to enable the fund to meet its obligations arising from such derivatives transactions. 78 The SEC states that "this requirement is intended to address the asset sufficiency concern reflected in [Section 1(b)(8) of the 1940 Act]," 79 as well as the "undue speculation concern reflected in [Section 1(b)(7) of the 1940 Act] to the extent that funds limit their derivatives usage in order to comply with the asset segregation requirements." 80 A fund's board, including a majority of the Independent Directors, must approve policies and procedures reasonably designed to provide for the fund's maintenance of qualifying coverage assets.
81
While the Proposed Rule would require funds to segregate a mark-to-market coverage amount plus a cushion, or riskbased coverage amount, for all derivatives transactions, under current market practice funds typically segregate their mark-to-market obligations under derivatives transactions that are contractually required to cash settle and the full notional amount 82 of their derivatives transactions that are contractually required to physically settle, with no required additional cushion. Moreover, the proposed definition of "qualifying coverage assets" would substantially narrow the types of liquid assets that currently may be segregated in accordance with the Merrill Lynch Letter. In support of these proposed changes, the SEC states that funds' current "use of the mark-to-market segregation approach with respect to 76
Id. at 76-77. "Because variance is the square of volatility, the payment obligations under a variance swap are non-linear." Id. at 77.
77
Id.
78
Id. at 153.
79
Id. at 28-29, 153.
80
Id. at 153-54.
81
Proposed Rule 18f-4(a)(5)(ii).
82
The SEC notes that the "notional amount of a derivatives transaction does not necessarily equal, and often will exceed, the amount of cash or other assets that a fund ultimately would likely be required to pay or deliver under the derivatives transaction." Proposing Release at 56.
various types of derivatives, plus the segregation of any liquid asset, enables funds to obtain leverage to a greater extent than was contemplated in Release 10666."
a. Coverage Amount for Derivatives Transactions
Under the Proposed Rule, a fund would be required to manage the risks associated with its derivatives transactions by maintaining qualifying coverage assets, identified on the books and records of the fund in accordance with the Proposed Rule and determined at least once each business day, with a value equal to at least the sum of the fund's aggregate "mark-to-market coverage amounts" and "risk-based coverage amounts."
i. Mark-to-Market Coverage Amount
"Mark-to-market coverage amount" means, for each derivatives transaction, at any time of determination, the amount that would be payable by the fund if the fund were to exit the derivatives transaction at such time; provided that:
 The fund's mark-to-market coverage amount for derivatives transactions entered into pursuant to a netting agreement, which allows the fund to net its payment obligations with respect to multiple derivatives transactions, may be calculated as the net amount that would be payable by the fund, if any, for all derivatives transactions covered by such agreement; and  The fund's mark-to-market coverage amount for a derivatives transaction may be reduced by the value of assets that represent variation margin or collateral for the amounts payable with respect to the derivatives transaction.
85
For purposes of this definition, a fund could not reduce its mark-to-market coverage amount by the value of its assets that represent initial margin or collateral with respect to a derivatives transaction. The SEC states that it omitted initial margin or collateral for this purpose because initial margin amounts would not be expected to be available to satisfy the fund's variation margin requirements under a derivatives contract absent a default by the fund, and thus the fund would need additional assets to cover these mark-to-market payments. 86 Initial margin or collateral may, however, be used to reduce 19 derivatives transaction in accordance with policies and procedures (which must take into account the structure, terms and characteristics of the derivatives transaction and the underlying reference asset) approved by the fund's board of directors, including a majority of the Independent Directors, as provided in the Proposed Rule; provided that:
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 The risk-based coverage amount may be determined on a net basis for derivatives transactions that are covered by a netting agreement that allows the fund to net its payment obligations with respect to multiple derivatives transactions, in accordance with the terms of the netting agreement; and  The fund's risk-based coverage amount for a derivatives transaction may be reduced by the value of assets that represent initial margin or collateral for the "potential amounts payable by the fund if the fund were to exit the derivatives transaction under stressed conditions."
b. Qualifying Coverage Assets for Derivatives Transactions
The Proposed Rule's definition of qualifying coverage assets would eliminate the current market practice of funds segregating any liquid securities in addition to cash to cover their obligations under derivatives contracts. The Proposed Rule defines "qualifying coverage assets" for derivatives transactions to mean:
 Cash and cash equivalents; 88 and  With respect to any derivatives transaction under which the fund may satisfy its obligations under the transaction by delivering a particular asset, that particular asset;
provided that (i) the total amount of a fund's qualifying coverage assets may not exceed the fund's net assets, and (ii) assets of the fund maintained as qualifying coverage assets may not be used to cover both a derivatives transaction and a financial commitment transaction.
89
Under the Proposed Rule, in contrast with existing Staff guidance, the "particular asset" that could be a qualifying coverage asset would not include a derivative that provides offsetting exposure. 90 Also, the qualifying coverage amount would be determined asset by asset, rather than on a fund's entire portfolio. 20 c.
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Limit of Total Fund Assets Available to Use as Qualifying Coverage Assets
The Proposed Rule would limit the total amount of fund assets available for use as qualifying coverage assets to the fund's net assets 92 in order to, among other things, limit the amount of leverage a fund could obtain through derivatives transactions. 
Limited Netting Provisions that Differ for the Exposure Limits and Asset Coverage Requirements for Derivatives Transactions
Under the Proposed Rule, the ability to net derivatives positions for purposes of applying the exposure limits differs from the ability to net derivatives positions for purposes of determining the amount required for asset coverage.
a. Ability to Net Derivatives Transactions for Purposes of the Exposure-Based and Risk-Based Portfolio Limits
For purposes of applying its exposure limits, the Proposed Rule would allow a fund to net any directly offsetting derivatives transactions that are the same type of instrument and have the same underlying reference asset, maturity and other material terms, regardless of whether the counterparty is the same. 94 The SEC indicates that such derivatives transactions that are directly offsetting, though they may involve different counterparties, "are an appropriate means to eliminate or reduce market exposure under derivatives transactions" for purposes of the Proposed Rule's exposure limits.
95
The Proposed Rule would not permit funds to offset or "net" positions in the same instrument with the same reference asset, however, if they had different maturities. This means, for example, that long and short exposures to futures contracts traded on the same exchange with the same reference asset would both be required to be counted as exposure The SEC notes that it considered whether to reflect the different ways in which funds might use derivatives by excluding from the exposure limit calculation any exposure associated with derivatives transactions that may arguably be used to hedge or cover other transactions. 97 The SEC states, however, that it would be difficult for its Staff and fund compliance purposes, or that may be "cover transactions." 98 The SEC cites an example of a private fund, which was not registered under the 1940 Act, to support its proposition that there are challenges in assessing whether ostensibly hedged positions will perform as intended under future market conditions. 99 The SEC states that the private fund's "exposure on its long and short natural gas positions in August 2006 could have been viewed as balanced or hedged at the time it made the investments, in that the [private] fund reportedly had a net exposure that was much less substantial than the [private] fund's substantial long and short gross exposures." 100 Subsequent losses on certain positions that were not offset by other gains resulted in substantial margin calls on the private fund that it was unable to meet with its available cash.
101
The SEC does not provide a similar example involving a RIC or BDC.
b. Ability to Net Derivatives Transactions for Purposes of Asset Coverage
Unlike the exposure limits, netting is only permitted for purposes of calculating the mark-to-market coverage amount and the risk-based coverage amount if a fund has entered into a netting agreement with a counterparty that allows the fund to net its payment obligations with respect to multiple derivatives transactions. 102 Limiting the ability to net to where a netting agreement is in place would depart from current market practice. The SEC states that this narrowing aspect of the Proposed Rule is designed to cause the mark-to-market coverage amount to more accurately reflect the fund's current net amounts payable with respect to the derivatives transactions covered by a netting agreement because, absent such a netting agreement, a fund "could be required to tender the full amount payable under all of its derivatives transactions."
103
The risk-based coverage amount may also be determined on a net basis for derivatives transactions that are covered by such a netting agreement.
98
Id. As recognized by the SEC in the Proposing Release, the Proposed Rule differs from the exposure limits that apply to UCITS funds (i.e.,
Undertakings for Collective Investments in Transferable Securities, which are public funds sold in Europe). UCITS funds generally are subject to an exposure limit of 100% of net assets, but are not required to include exposure relating to certain hedging transactions. If the Proposed Rule is adopted in its current form, advisers to UCITS funds and to U.S. registered funds will thus be left with two divergent calculations to perform.
99
Id. at 47-48.
100
Id. at 47.
Derivatives Risk Management Program
The Proposed Rule would require each fund that engages in more than a limited amount of derivatives transactions (i.e., aggregate "exposure" exceeds 50% of the value of the fund's net assets), 105 or that uses "complex derivatives transactions," to have a formalized set of policies and procedures reasonably designed to assess and manage the risks associated with its particular use of derivatives. 106 The SEC states that all complex derivatives transactions should be assessed and managed through a formalized risk management program due to their potential for highly asymmetric and unpredictable outcomes.
107
While the SEC acknowledges that many funds already have risk management programs in place, including investment restrictions and disclosures relating to the risks of derivatives, the proposed derivatives risk management program requirement is intended to enhance these existing policies by formalizing the rules for funds that rely on the Proposed
Rule. 108 Funds that make only a limited use of derivatives and do not use complex derivatives transactions would not be required to adopt such a formalized program, and could continue to employ their general risk management procedures, provided that they regularly monitor derivatives use to ensure that a formalized program does not become necessary. Proposed Rule 18f-4(a)(3) and (a)(4). See Proposing Release at 189; see also Proposing Release at 204 (explaining that the program should be tailored to the fund's particular use of derivatives, with funds using significant amounts of derivatives and complex derivatives having more in-depth programs than those using a more minimal amount).  reasonably segregate the functions associated with the program from the portfolio management of the fund; and  review and update the program at least annually, including any models (including a review of any VaR calculation models used by the fund during the period covered by the review), measurement tools, or policies and procedures that are part of, or used in, the program to evaluate their effectiveness and reflect changes in risks over time.
b. Program Administration and Oversight
The day-to-day implementation of the fund's risk management program's policies and procedures would be handled by the derivatives risk manager, subject to the oversight of the fund's board. 111 The board, including a majority of the Independent Directors, would approve the risk manager's designation and the initial risk management program (as well as any material changes to it). 112 In determining whether to approve the proposed program or any material changes to it, the Proposing Release suggests that the board consider the nature of the fund's derivatives risk exposures and the adequacy of the program to manage those risks in light of recent experiences. 113 The board may consult other experts familiar with derivatives risk, consider best practices used by other funds, and review summaries prepared by the risk manager, legal counsel, or other persons familiar with the program and the relevant derivatives risks in making such a determination.
114
The board would also receive and review quarterly (or more frequent) written reports from the risk manager that describe the adequacy of the fund's program and the effectiveness of its implementation.
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While the fund's board, including a majority of the Independent Directors, must approve the risk manager's designation, they need not approve his compensation and he need not be removable from his role only by the board.
116
Requirements for Financial Commitment Transactions
The Proposed Rule includes separate asset segregation and qualifying coverage assets requirements for a "financial commitment transaction," defined by the Proposed Rule to mean "any reverse repurchase agreement, short sale borrowing, or any firm or standby commitment agreement or similar agreement (such as an agreement under which a fund has obligated itself, conditionally or unconditionally, to make a loan to a company or to invest equity in a company, including by making a capital commitment to a private fund that can be drawn at the discretion of the private fund's general partner)."
a. Coverage Amount for Financial Commitment Transactions
Under the Proposed Rule, a fund may enter into financial commitment transactions, provided that the fund maintains qualifying coverage assets, identified on the books and records of the fund and determined at least once each business day, with a value equal to at least the fund's aggregate financial commitment obligations. 118 The Proposed Rule defines "financial commitment obligation" to mean "the amount of cash or other assets that the fund is conditionally or unconditionally obligated to pay or deliver under a financial commitment transaction. Where the fund is conditionally or unconditionally obligated to deliver a particular asset, the financial commitment obligation shall be the value of the asset, determined at least once each business day." 119 A fund's board, including a majority of the Independent Directors, must approve policies and procedures reasonably designed to provide for the fund's maintenance of qualifying coverage assets for financial commitment transactions.
b. Qualifying Coverage Assets for Financial Commitment Transactions
The Proposed Rule defines "qualifying coverage assets" to mean the following assets of the fund with respect to financial commitment transactions:
 Cash and cash equivalents;
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Continued  With respect to any financial commitment transaction under which the fund may satisfy its obligations under the transaction by delivering a particular asset, that particular asset; and  Assets that are convertible to cash or that will generate cash, equal in amount to the financial commitment obligation, prior to the date on which the fund can be expected to be required to pay such obligation or that have been pledged with respect to the financial commitment obligation and can be expected to satisfy such obligation, determined in accordance with policies and procedures approved by the fund's board of directors, including a majority of the Independent Directors;
121
This proposed definition differs from and is somewhat more expansive than the proposed definition of "qualifying coverage assets" for derivatives transactions, which does not include as qualifying coverage assets those assets that are convertible to cash (e.g., liquid assets) or that will generate cash.
As with derivatives transactions, the Proposed Rule would limit the total amount of fund assets available for use as qualifying coverage assets for financial commitment transactions to the fund's net assets 122 in order to, among other things, limit the amount of leverage a fund could obtain through financial commitment transactions. 123 The Proposing
Release included, by way of an example, a fund that has $100 in assets and no liabilities or senior securities but borrows a security in connection with a short sale. 124 If the short sale is "in-the-money" $10, the Proposing Release notes that the fund would have $110 in total assets. 125 The purpose of the limit according to the Proposing Release is to limit the ability of the fund to use the $110 as qualifying coverage assets by requiring the fund to reduce the amount of otherwise available qualifying coverage assets by the amount of the liability from the short sale (i.e., $10 in this example). Id.
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Proposing Release at 234-35, 275-76.
Amendments to Proposed Forms
In the Investment Company Reporting Modernization Release issued in May 2015, the SEC proposed two new reporting forms for registered investment companies, Form N-PORT and Form N-CEN. 127 The Proposing Release includes proposed amendments to these forms.
a. Amendments to Proposed Form N-PORT
Form N-PORT, as initially proposed, would require funds to disclose certain risk metrics, including the portfolio's interest rate risk, 128 credit spread risk, 129 and delta, which is a measure of the sensitivity of an option's value to changes in the price of the reference asset. 130 As now proposed, Form N-PORT would require certain funds to report additional risk metrics: vega, which provides position-level sensitivity to volatility, and gamma, which enables more precise position-level estimation of sensitivity to underlying price movements. 131 This added requirement would be limited to those funds required by the Proposed Rule to implement a formalized derivatives risk management program. 132 The Proposing
Release states that while the SEC recognizes that collecting and reporting these metrics may be burdensome for the affected funds, it believes that many of the funds that would be required to do so already calculate these metrics for internal risk monitoring purposes, and therefore adding the reporting requirement on Form N-PORT would pose only a limited additional cost. 
Recordkeeping Requirements
The Proposed Rule would also include recordkeeping requirements relating to a fund's compliance with its provisions, including with respect to a fund's selection of a portfolio exposure limitation and its risk management program's policies and procedures, if applicable. 136 Records would have to be kept for five years, the first two years in an easily accessible place.
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With respect to a fund's selection of a portfolio exposure limitation, the Proposed Rule would require a fund to retain a record of its initial determination, as well as any subsequent changes. 138 The Proposed Rule also would require a fund to retain records of the policies and procedures for maintaining qualifying coverage assets in connection with the asset coverage requirement. 139 These written records must include the mark-to-market and risk-based coverage amounts for each derivatives transaction entered into by the fund and identify the qualifying coverage assets maintained by the fund with respect to the fund's aggregate mark-to-market and risk-based coverage amounts for derivatives transactions, with the amount of each financial commitment obligation associated with each financial commitment transaction entered into by the fund and the qualifying coverage assets maintained by the fund with respect to each financial commitment obligation noted for financial commitment transactions.
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Additionally, for funds whose use of derivatives triggers the requirement for a formalized risk management program, the Proposed Rule would impose an obligation to maintain records of the policies and procedures approved by the board, along with any changes thereto, written reports provided to the board and the periodic updates and reviews as required.
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Effect on Existing SEC and Staff Guidance
The SEC is not currently rescinding Release 10666 or any no-action letters issued by the Staff, and the SEC states in the Proposing Release that funds may continue to rely on Release 10666, Staff no-action letters, and other guidance from the Staff. 142 The SEC states that if it adopts the Proposed Rule, it would rescind Release 10666 and the Staff's no-action
